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BEFORE TAE STATE BOARD OF EQUALI ZATI ON
OF TBE STATE OF CALI FORNI A

In the Matter of the Appeal of g No. 82A-1983-SW

METALMART, INC. )

For Appellant: Al oke Bosu _
Certified Public Accountant

For Respondent: Donald C. MKenzie
Counse

OPI NI ON

This appeal is made pursuant to section 25666
of the Revenue and Taxation Code from the action of the

* Franchi se Tax Board on the protest of Metalmrt, Inc.,

agai nst a proposed assessnment of additional franchise tax
in the amount of $6,245 for the income year ended
June 30, 1981.

1/ Unless otherw se specified, all section references
are to sections of the Revenue and Taxation Code as in
effect for the incone year in issue.
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Appeal of Metalmart, |nc.

The sole issue presented in this appeal is
whet her respondent abused |ts‘statutorY di scretion bg
reducing the clainmed additions to appellant's bad debt
reserve for the year in question

Appel lant is a California corporation which
enpl oys the accrual nmethod of accounting and which on its
franchi se tax returns uses the reserve nethod of account-
|n% for its bad debts. In the income year ended June 30,
1981, appel | ant deducted $80,660 as an addition to its
bad debt reserve and charged off $67,660 against the
reserve. This latter figure was allegedly based upon
appellant's determ nation that two accounts, Pacific
Aerospace and Chugi ak Boat Wrks, becanme worthless during
that year. Respondent found the addition to be unreason-
abl e and, usinga six-year noving average fornul a as
defined in Black Mtor Co. v. Conm ssioner, 41 B.T.A
300 (1940),affd., 125 F.2d 977 Toth TT. 1942), deter-

m ned that appellant's six-year bad debt percentage was
3.127 percent and that its bad debt reserve bal ance
shoul d be $46,954 rather than the $112,000 reported on
Its return. Appellant contends that it has met its
burden of show ng that the addition to its reserve is
reasonabl e and that respondent abused its discretion in
denyi ng the addition.

Subdi vi si on (a) of section 24348 provides:
"(a) Thereshall Dbe allowed as a deduction debts which
become worthless within the income year: or, in the dis-
cretion of the Franchise Tax Board, a reasonable addition
to a reserve for bad debts.”" This |anguage i s substan-
tially the same as that of Internal Revenue Code section
]sf(c). thnsequ?ntlyé4éﬁgeral precedent is persuasige in
Interpreting section : (Meanley v. McColgan, 4
Cal.app.2d 203, 209 [121Pp.2d 155']77%42).1_—3‘—
As we have noted in previous opinions, respon-

dent's determ nations with respect to additions to a

. reserve for bad debts carry great weight because of the

-express di scretion granted it by statute. \Wen the
Franchi se Tax Board disallows an addition to a reserve
for bad debts, the taxpayer must not only denonstrate
that additions to the reserve werereasonable, but also
must establish that respondent's actions in disallowng
t hose additions were arbitrary and amounted to an abuse
of discretion. (Roanoke Vendi ng Exchange, Inc. v.
Conmmi ssi oner, 40 T. T 735 (1963). I'n other words, by

choosing t0 use the reserve nethod, appellant has sub-
jected itself to the reasonable discretion of respondent.
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(Union National Bank & Trust Co.' of Elgin v.

conm SsSioner, Zb T.C. 53/ (1956).)

Abad debt reserve is essentially an estimate
of future | osses which can reasonably be expected to
result from debts outstanding at the close of the taxable
year. (Valmont |ndustries, Inc. v. Conm ssioner, 73 T.C
1059 (1980).) Onder the reserve net hotof famdftng bad
debts, the reserve is reduced by charP|ng against It
specific bad debts which become worthfess during the
incone year and is increased by crediting it with reason-
abl e additions. What is reasonable wll depend on the
total anount of debts catszznding at the endof the vear,
including current debts, =zs well as thoseof prior vyears,
and the total anpunt of the existing reserve.

The nmost widely used formula for determning a
reasonable addition to abad debt reserve is that set
forth in Black MotorCo.v.Conm Ssi oner, supra. That
fornmula apprTes a taxpayer' STOWT average | oss experience
in prlorwgears and establishes a percentage level for the
reserve which determnes the need for and amount of a
current addition.

Appel | ant contends that because of collection
problems with two accounts, additions to its reserve are
necessarK. W cannot agree. Asto the debt with Chugiak
Boat Wirks, the business was still operating and paying
sone of its debts as late as 1982. W cannot concl ude
that this debt was worthless as of June30, 1981. || ke-
wise, asto the debt owed by Pacific Aerospace, paynents
were made on that account as |late as Cctober of 1981, and
aﬁpellant still had materials owned by Pacific Aerospace

igh meredvaIUﬁg %5 561}003 and which could have been
sold to reduce the debt owed. el | ant has presented no
evi dence which would indicate t P tLe recovef& oF tﬁese
accounts was so uncertain at the end of June in 1981,
that respondent's disallowance of an addition to the
- reserve to cover these debts amounted to an abuse of dis-
- cretion. W nust conclude, therefore, that appellant has
not carried its burden of proof. Respondent's action
must be sust ai ned.
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ORDER

Pursuant to the views expressed in the opinion

of the board on file in this proceeding, and good cause
appearing therefor,

| T | S 8EREBY ORDERED, ADJUDGED AND DECREED,
pursuant to section 25667 of the Revenue and Taxation
Code, that the action of the Franchi se Tax qurd on the
pr ot estl of Met al mart \ I nc. , _agal nst a propose assessnment
of additional franchise tax in the amunt of $6, 245 for

the income year ended June 30, 1981, be and the sane is
hereby sust al ned.

Done at Sacranento, California, this 28th day
O July , 1987, by the State Board of Equalization

W th Board Menbers M. ccllis, Mr. Bennett, umr. Carpenter
and Ms. Baker present.

Conwav H Collis , Chai rman .|
W liam M. Bennett ,» Menber
Paul Carpenter . Member
Anne Baker* + Membe ¢
, Member

*For Gray Davis, per Governnent Code section 7.9
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